INTHE UNITED STATESBANKRUPTCY COURT
FOR THE DISTRICT OF KANSAS

Inre
Case No. 02-40505
Larry Gene Hagedorn, Chapter 7

Susan Kay Hagedorn

Debtors,

United States of America,
Plantiff,

V. Adversary No. 02-7033

Larry Gene Hagedorn,

Susan Kay Hagedorn,

Citizens State Bank of Marysville

Robert L. Baer, Trustee,

Defendants.
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MEMORANDUM AND ORDER

This matter is before the Court on the Trustee' s Maotion for Summary Judgment, Plaintiff, United
States of America s Cross-Motionfor Summary Judgment, and Plaintiff’ sMotionto Hlea Sur-Reply. The
Faintiff and Defendant Trustee have dtipulated to the rlevant facts and submitted briefs supporting their
positions. Although Debtors Larry and Susan Hagedorn raised the same legd issue in their answer, they
have not participated in the briefing. The Court has jurisdiction to decide this matter under 28 U.S.C. §
1334, and it isa core proceeding pursuant to 28 U.S.C. § 157(b)(2)(B). I. FINDINGS OF FACT

According to the stipulationof facts submitted to the Court, the Defendants Hagedorn (hereinafter

referred to as* Debtors’) began a debtor-creditor relationship withthe Farm Service Agency (“FSA”), a



divisonof the Department of Agriculture, inFebruary 1978, executing afarmownership loaninthe amount
of $28,500. In subsequent years, Debtors took out additiona loans for farm operation, reamortizing and
consolidating asneeded. The current debt owed by Debtorsto FSA isbased upon three promissory notes
executed on or about July 11, 1997, totding $265,091.48, induding $138,186.30 plus $21,624.93 in

accrued interest for the loan obligations, and $105,280.25 due under a Shared A ppreciation Agreement.

Debtorsaso pledged collaterd infavor of FSA, including mortgages on at least two tracts of red
estate that Debtorsfarmed, and a security interest in crops, equipment, livestock, and other farmproducts.
It is the latter property that is at issue here. There is no dispute that FSA’s security agreements are
properly perfected, and there is dso no dispute that there was a cross-collaterdization of the notes
providing that default upon one note congtituted default upon al.

On January 1, 2001, the Debtors defaulted on their loan obligations by faling to make a payment
due that date. OnMay 7, 2001, FSA sent a tatutorily required servicing letter to the Debtors indicating
that the loan was in default, informing the Debtors of their statutory, regulatory and contractud refinancing
options, and warning that inactionwould result inaccel eration of the loan, legd actionto collect onthe loan,
and other adverse financia consequences. The letter specificadly indicated that the agency’ s purpose, as
well asits programs, were meant to figure out away to let the farmer keep farming, and to help the farmer
keep (or find away to buy back) any farmland that might be subject to foreclosure.

Ondune 21, 2001, Farm Credit Bank of Wichitafiled amortgage forecl osure actioninWashington
County, Kansasononetract of Debtors land. FSA adso had severd mortgages on that tract of land, and

thus was named as a defendant in the state court proceeding so that clear legd title could be obtained for



ultimate sale by a sheriff. On September 4, 2001, FSA filed ananswer preserving itsrightsto share in the
disposition of the proceeds from the sdle of the property, to the extent any excess proceeds resulted from
a foreclosure e after payment of foreclosure costs and superior liens.  FSA never filed across-clam
agang Debtors, seeking dfirmative rdief agang them, even though by this time, FSA could have
accelerated, but had not. On January 14, 2002, the state court granted summary judgment infavor of Farm
Credit Bank of Wichita, ordering the Sheriff to sdl the property and pay the net proceeds firg to Farm
Credit Bank of Wichita in the amount of $51,380.02 plus interest, and then, if sufficient funds remained,

to FSA inthe amount of $138,186.30 plusinterest, the total amount of indebtedness due FSA at that time.

Meanwhile, on December 26, 2001, because Debtors had ill falledto takeadvantage of sarvicing
options on itsloans, FSA sent another notice to Debtors, threatening to accelerate the outstanding loans,
to foreclose onthe property securing those loans, and to seek ajudgment againgt Debtors. Even this letter
indicated that there were things they could do to avoid accel eration of the notes, and informed Debtors that
they would have certain appeal rights, before the agency could actudly foreclose, even after accderation.
Debtors did not exercise thar adminidrative rights under that letter, but instead filed for bankruptcy on
March 8, 2002. On April 18, 2002, the United States, on behdf of FSA, filed a proof of clam in the
amount of $265,091.48, induding$138,186.30 plus$21,624.93 inaccruedinterest for the loan obligations
and $105,280.25 due under a Shared Appreciation Agreement.

The Trustee has taken possession of the persond property in which the United States dams to
have a perfected security interest. The United States, on behdf of FSA, now seeks reclamation of that

property in stisfaction of itslien.



1. SUMMARY JUDGMENT STANDARD

Summary judgment is appropriate if the moving party demongtrates that thereis*“no genuine issue
asto any materid fact” and that it is“ entitled to ajudgment asamatter of law.”* Therule providesthat “the
mere existence of some aleged factua dispute between the parties will not defeat an otherwise properly
supported motionfor summaryjudgment; the requirement isthat there be no genuine issue of materia fact.”2
The substantive law identifies which facts are materid.® A dispute over amaterid fact is genuine whenthe
evidenceis suchthat areasonable jury could find for the nonmovant.* “Only disputes over factsthat might
affect the outcome of the suit under the governing law will properly preclude the entry of summary
judgment.”

The movant hasthe initial burden of showing the absence of agenuine issue of materid fact.? The
movant may discharge its burden “by ‘showing’ —that is, pointing out to the ... court — that there is an
absence of evidence to support the nonmoving party’s case”” The movant need not negae the

nonmovant'sdam.® Once the movant makes a properly supported motion, the nonmovant must do more

! Fed. R. Civ. P. 56(c), made applicable to adversary proceedings by Fed. R. Bankruptcy.
Proc. 7056(c).

2 Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 247-48 (1986).

31d. at 248.

“1d.

°Id.

® Shapolia v. Los Alamos Nat'l Lab., 992 F.2d 1033, 1036 (10" Cir. 1993).
" Celotex Corp. v. Catrett, 477 U.S. 317, 325 (1986).

81d. at 323.



than merdly show there is some metaphysical doubt as to the materia facts® The nonmovant must go
beyond the pleadings and, by affidavits or depositions, answers to interrogatories, and admissons onfile,
designate specific facts showing there is agenuine issue for trid.X° Rule 7056(c) requires the Court enter
summary judgment againgt a nonmovant who fails to make a showing sufficient to establish the existence
of an essential element to that party's case, and on which that party will bear the burden of proof.**
[1l. CONCLUSIONSOF LAW

Asapreiminary matter, Plantiff filed amotiontofile a sur-reply inresponseto the Trustee'smotion
for summary judgment.> The Trustee objected to the motion to file a sur-reply, but nevertheless filed a
response to the sur-reply in case the motion for leave to file the sur-reply was granted.®® A review of the
procedure followed by the partiesin this case indicates that the pleading Plaintiff denotes a“sur-reply” is
actudly merdy areply to the Trustee' sresponse toitsCross-M otionfor Summary Judgment. Accordingly,
because replies to summary judgment motions are alowed, the Court grants the Motion to file the “ sur-
reply.” Accordingly, dl briefsfiled in support of or in oppostion to both summary judgment motions will
be considered by the Court.

Maintiff initiated this action seeking the reclamation of certain persond property in whichit dams

to have asecurity interest. The Trustee is objecting to Flaintiff’ sdamonthe basis that a prior state court

® Matsushita Elec. Indus. Co., Ltd. v. Zenith Radio Corp., 475 U.S. 574, 586 (1986).
10 Celotex, 477 U.S. at 324.

1d. at 322.

2Doc. No. 25.

3Doc. No. 26.



forecl osureproceeding, wherein both Flantiff and Debtors were defendants, operates asabar toPantiff’s
present dam seeking recovery of the persona property, under the theory of resjudicata. 1n other words,
the Trustee contends Flantiff was required to accelerate itsnotes and file an action, foreclosng ontheother
tract of red estate and al the persond property pledged to it, even though that collatera was not part of
the Washington County proceeding.

Paintiff contends that Kansas law is not gpplicable in this matter and, even if it were gpplicable,
Kansaslaw would not operate as a bar to the present claims. Plaintiff also argues that federa regulaions
precluded it from doing what the Trustee contends was required—affirmatively seeking an in personam
judgment, and foreclosing on property not the subject of the proceeding, in the Washington County
proceeding. For the reasons set forth below, the Court finds that even if Kansas law gpplies, Plantiff's
claims are not barred by resjudicata

For res judicata to apply, four conditions must be met: “(1) identity in the things sued for, (2)
identity of the cause of action, (3) identity of persons and partiesto the action, and (4) identity inthe qudity
of the persons for or againg whom the claim is made.”™® A judgment issued by a court of competent

jurigdiction is preclusve asto dl of the matters actudly raised, and those matters which should have been

1“Based upon the Court’s findings that res judicata does not bar this action, it need not reach
Paintiff’s clam that Kansas law is ingpplicable on this subject, as doing so would have no bearing on
the outcome of this case. However, it appears that the full faith and credit statute, 28 U.S.C. § 1738,
would make the Kansas rules regarding res judicata gpplicable in this case. See Marrese v. American
Academy of Orthopaedic Surgeons, 470 U.S. 373, 380-81 (1985) (holding that full faith and credit
datute required federd courtsto gpply the rules of res judicata of the state from which the judgment is
taken, even if the underlying claim is based upon federd law).

0’ Keefe v. Merrill Lynch & Co., 32 Kan. App. 2d 474 (2004) (citing Jackson Trak
Group, Inc. v. Mid Sates Port Authority, 242 Kan. 683 (1998).
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raised.'
Although Kansas law generdly forbids the splitting of causes of action,*’ the Kansas Supreme
Court hasrecognized exceptions to thisrule. 1n regard to second mortgage holders, the Kansas Supreme
Court has held that the typica rules prohibiting splitting causes of action are ingpplicable if the lien holder
takes no dfirmative action in a case brought by a superior lien holder againgt a piece of collaterd. This
exception was explained in Kearney County Bank v. Nunn,*® asfollows:
[T]he holder of anote, secured by a second redl estate mortgage, cannot be compelled,
evenwhere made a party and served with summons, to file answer and accelerate againgt
his desire hisright of action againgt the mortgagor, Smply because the holder of the firg
mortgage has eected to ingtitute forecl osure proceedings to secure judgment on his debt,
sl the property and bar inferior lien holders. The second mortgagee may, under such
circumstances, if he desires, permit judgment to be rendered by default againgt him,
thereby rasing no issue asto hisrightsunder hisnote and mortgage except insofar asthey
pertain to the status of his lien asagainst thefirst mortgagee. Under such conditions
his clam does not become res judicata in afuture action. To so hold does not defesat the
purpose of the rule for he is protecting the mortgagor from, not subjecting him to,
additiond litigation.®
The exception applies to these facts.
Although the facts in Kearney involved a defaulting second mortgage holder, whereas Plaintiff
herein actudly filed an answer to the complant in state court rather than dlowing default to be entered

agang it, the rationae cited by the Kansas Supreme Court indicates that the scope of the exceptionwould

d.
The Home State Bank v. P.B. Hoidale Company, Inc., 239 Kan. 165 (1986).
18156 Kan. 563 (1943).

91d. (interpreting Federal Farm Mortgage Corp. v. Bolinger, 152 Kan. 700 (1940), which
found significant that answering party did not cross-petition for affirmative relief againg its borrower in
the earlier foreclosure action where its second mortgage was at issue) (emphasis added).
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cover thefacts of thiscase. Flantiff did nothing in the state court proceeding beyond securing the * status
of [itg] lienas againg the first mortgagee” as discussed in Kearney County Bank.?® The fact Plaintiff filed
an answer rather than alowing default to be entered does not diminish the fact that it was “protecting the
mortgagor from, not subjecting him to, additiond litigation.”

Policy consderations dso indicate that this exceptionto Kansas' res judicata rules apply to these
facts. UnlikeKearney and the casesit wasinterpreting, the property at issuein this adversary proceeding
conssts of persona property. Persond property was not the subject of the state court proceeding; it only
involved foreclosure of onetract of red estate. The Trustee spoditionisthat Plantiff should nevertheless
have been required to not only foreclose its interest in the red property that was the subject of the state
court proceeding, but dso afirmativey sue Debtors on al of the notes that were then in default and
forecloseonall of the property that secured those notes. In other words, the Trustee is asking the Court
to find that because one mortgage holder sought to foreclose againg one tract of Debtors' property, the
second mortgage older (here, Plaintiff) is required, within that case, to ingtantly sue Debtors to obtain an
in personam judgment, by filing a cross-petition therein, and to foreclose upon any other red or persond
property secured by notesin default, whether they had been accelerated or not. Requiring this additiona
litigation on property that was unrdated to the initid litigation in no way furthersthe policy of resjudicata
and the prohibition on splitting of daims—which isto prevent additiond litigation, not promote additiond

litigetion.

2|n its state court answer, FSA did apparently ask the State court to recognize its statutory
one-year right of redemption, set forth in 28 U.S.C. § 2410(c). However, FSA was not asking for any
affirmative rdief in doing so, but merdly preserving its Satutory rights. Had it not filed an answer, the
gtate court would nevertheless have been required to provide this period of redemption.

8



TheCourt also notesthat the Trustee' sposition could have serious negative effectsonany farmer’s
(or other borrower’s) prospects for afresh sart, and that equity clearly favors Rantiff’s pogtion. For
example, assume that FSA and Debtor have a long-standing business relationship whereby FSA has
financed farm operations over the years. FSA has a blanket lien on al tracts of red estate, al farm
equipment, livestock, crops, etc., owned by Debtor. If FSA forecloses onreal estate, the farmer can no
longer farm. Further assume that the Debtor in this scenario isin default on notes to both Plaintiff and to
a completely unrelated creditor who holds a superior lien to that of Plaintiff on a sngle piece of farm
equipment, and that the unrelated creditor filesauit to forecloseits interest in that Sngle piece of equipment.
Under the Trustee' s podition, FSA would be compelled to file a cross-petition againgt his borrower, not
only to preserve itsinterest inthat one piece of farm equipment, but dso to immediately foreclose ondl of
the other equipment and real estate that was secured by any of the notes hdd by Fantiff against that
Debtor. Accordingly, dthough FSA and Debtorswere working diligently to find away to keep the farmer
on the farm, the mere fortuity of another creditor bringing an action would require the agency to take
affirmative action to teke away the farm. It isdifficult, if not impossible, to find that Kansas would apply
res judicata againg Plantiff in such a scenario, Smply becauseit faled to initiate this further litigation.

The Court findsthat evenif the Trustee could establishthat dl four ements of res judicataare met
in this case, the exceptionto resjudicataadopted by the Kansas Supreme Court that gpplies to junior lien
holders who do not seek any dfirmative rdief in theinitid state court proceeding is gpplicable under the
facts of this case.

The government has dso argued herein that it wasbarred by federd regulationfromfilingacross-

petition, seeking affirmetive rdief, againg Debtors in the Washington County case. Although the Court



bdievesthisislikely true? in light of the stipul ated facts and the Court’ s understanding of the regulatory
environment in favor of farmers at the time in question, the Court need not address this issue because of
its finding that Plantiff’s actions (or inaction) in Washington County does not preclude it from now
attempting to forecloseitsinterest in collateral that was not a part of that state court proceeding.
1 CONCLUSION

The Trustee s motion for summary judgment is based upon aclam that Kansas' rulesregarding
resjudicatabar Pantiff’ sdam to the property involved inthis adversary proceeding. The Court findsthat
even if Kansasres judicata rules apply, and the Trustee were able to prove the four required eements of
res judicata, the facts of this case place it within an exception to rules rdating to res judicata and that
Pantiff’scamisnot barred. Therefore, the Trustee s motion for summary judgment must be denied.

ITIS, THEREFORE, BY THISCOURT ORDERED that the Trustee’ sMotionfor Summary
Judgment is denied, and the United States' Cross-motionfor Summary Judgment isgranted insofar asthis
Court finds that the United States retains a vaid and actionable security interest inthe farmequipment and
products listed in its mortgage with Debtors Hagedorn, and that its clam is not barred by res judicata.

IT ISFURTHER ORDERED that the Motion of the United Statesto Allow it to File a Sur-
reply to the Response of the Chapter 7 Trusteeto the Objectionof the United Statesto the Maotion of the
Chapter 7 Trustee for Summary Judgment (Doc. 25) is granted. The Court will alow the filing of the sur-

reply by the Plaintiff and the response by the Trustee.

1See Kansas Ingtructions 1965-A, pages 2-3, attached to the government’ s memorandum
(noting in order for the agency to be dlowed to fileacross-clam, dl “1951-S’ servicing must be
complete and the account must have been accelerated) (Doc. No. 23)
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IT IS FURTHER ORDERED that because these cross mations only addressed one legd
defense raised by the Trustee and Debtorsto this action, and did not proceed to the ultimate merits of the
case, this Court hereby sets the rest and remainder of this Complaint for a status conference. That status
conferencewill behdd June 9, 2004 at 4:00 p.m. inRoom 215, 444 S.E. Quincy, Topeka, Kansas, and
the Court will expect the partiesto beprepared to informthe Court whether the resolution of this legal issue
resultsin the ability of the parties to resolve this case, whether additional legd or factua issues need to be
resolved, whether discovery is needed, and what the parties believe to be the most expeditious way to
resolve this case on the merits.

IT ISSO ORDERED this day of May, 2004.

JANICE MILLER KARLIN
United States Bankruptcy Judge
Didtrict of Kansas
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CERTIFICATE OF SERVICE

The undersigned certifies that a copy of the Memorandum and Order was deposited in the
United States mail, postage prepaid on this day of May, 2004, to the following:

Tanya Sue Wilson

Office of United States Attorney
290 US Courthouse

444 SE Quincy

Topeka, KS 66683-3592

Robert L. Baer

Cosgrove Webb & Oman
1100 Bank IV Tower

534 South Kansas Avenue
Topeka, KS 66603

Lary G. Karns

GLENN, CORNISH, HANSON & KARNS CHARTERED
800 S.W. Jackson, Suite 900

Topeka, Kansas 66123-1259

Darcy D. Williamson
700 Jackson, Suite 404
Topeka, Kansas 66603

DEBRA C. GOODRICH

Judicid Assgant to:

The Honorable Janice Miller Karlin
Bankruptcy Judge
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